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Primer
Understanding and
Illustrating Tax Benefits
Tax benefits play an important part in motivating potential donors. An understanding of tax
incentives, as proffered by both the federal income and estate and gift tax systems, is therefore
of critical importance in the implementation of an
acquisition program. In effect, each well-planned
charitable acquisition involves government subsidies; extended through Federal and state tax
systems, equal to the taxes saved as a result of the
charitable conveyance. Consider the following
situation:
Example (1): Zane Sturdley, 65, has taxable
income of $400,000 per year and a potential
gross estate in excess of $7,000,000. 1 Among
his assets is a 320-acre tract of land, heavily
forested and home to several native birds.
A local land trust, Homeboy Conservancy,
seeks to acquire the property, and Sturdley
has invited the Conservancy to illustrate the
tax consequences of an outright donation.
In approaching a tax-benefit exercise, it is important first to garner certain relevant data. The following list of questions is intended to afford
enough information to furnish the foundation for
a meaningful computation. As to each question,
we shall attempt to understand the relevance of
the information, and we shall also supply
Sturdley's answers.

(l)VVhat is the value of the subject property? As
a general rule, the fair market value of contributed property is the amount of the charitable con-

tribution. As to gifts of property worth more than
$5,000 (other than marketable securities), the d onor will ultimately have to establish the propertyl s
value pursuant to a "qualified appraisal." In the
planning stages, however, prior to an appraiser's
opinion of value, it is common to illustrate tax
benefits based upon an assumed or hypotheti cal
value. Although hypothetical, that value should
be realistic, and established with informed reference to sales of comparable properties, if p ossible.
The land trust should always caution that its corn~
putations are based upon a value assumed " for
illustration purposes only," and that the ultima te
determination of value will be the responsibility
of the donor. Let's assume here that Sturdley
believes his woodland prop erty to be ,\vorth
$750,000, and that that number seems feasibl e to
the Conservancy, based upon its experience with
properties in the area.
(2) What is Sturdley 's "basis ? On a sal e of
property, the seller's amount realized" rrnn us
his "adjusted basis!! establishes the taxable gain
or potentially deductible loss. Thus, in order to
compare the consequences of a hypothetical sale
with the proposed charitable contribution, it is
essential to know the landowner's basis in th e
target property.
II
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Basis may derive from any of sever a l
sources. On a purchase of property, the cost"
(purchase price plus acquisition expenses) becomes the initial basis. As to inherited property,
the devisee's basis is the fair market value of the
property at the date of the decedent' s death (or, if
the executor makes a special election, the date six
months follOWing the date of death). Property
acquired by gift takes a "transferred basis; i. e.,
the basis of the donor becomes the donee l s basis.
And as to basis acquired in a tax-free transaction
(for example, an exchange of land held for inv estment for other business or investment real esta te),
the basis of the new property will reflect th e gain
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that lurked in the old property, but which has not
yet been recognized and taxed.
Let's assume here that Sturdley inherited
the woodland property from his mother in 1971,
and that it was valued in her estate at $150,000.
That date-of-death basis became Sturdley's basis,
and he has, accordingly, a $600,000 potential gain
in the target property.
(3) Is the property a "capital asset?" In order to
achieve maximum income tax benefits, it is essential to determine that, were the target property to
be sold, the gain realized would be "long-term
capital gain." If that is not the case, the donor's
income tax deduction is limited to his basis in the
property, here $150,000. We must therefore determine that, if Sturdley were to sell his property,
he would be entitled to long-term capital gain
treatment. The crucial element in that determination is the nature of the target property. Land
held for personal use (for example, a residential
property), for investment, or for productive use in
a trade or business (farmland or forest land), qualifies for capital asset treatment. Property held for
sale to customers, often called dealer" property,
does not so qualify. It is thus vital to establish
that the landowner is not in the real estate business, or if so, that the subject property is nonetheless not held for sale to customers. This is frequently a difficult factual determination, and in
many cases it will be impossible to reach a level of
complete comfort.
We shall stipulate here that Sturdley has no
history of real estate dealings; the subject property has been held by him in its natural state for
investment and occasional recreational use.
(4) What is the landowner's "holding period?"
In order to achieve long-term capital gain treatment, the subject property must have been held
for more than one year. On a purchase of property, the holding period begins the day after the
date of acquisition, and ends with the date of sale
(that date being included). Thus, on an acquisition of property today, June 26, 1995, the owner
would have to hold the property until June 27,
1996, in order for a sale to produce long-term
gain. As to property acquired by gift, the donee's
holding period includes the holding period of the
donor (in tax jargon, the donor's holding period is
"tacked"). As to inherited property, long-term
qualification is immediate; i.e., property acquired
by bequest, devise or inheritance can be sold for
long-term treatment at any time. Here, obviously,
II

Sturdley's holding period of 24 years is amply in
excess of the one-year requirement.
(5) What level of income does the landowner expect to have for the next few years? This information
- often difficult to obtain - will enable us to
determine (i) whether the proposed charitable contribution may be fully utilized for income tax purposes and (ii) what the amount of income tax benefits (i.e., government subsidy) will be. We have
determined in this case that Sturdley's taxable income is approximately $400,000, and we shall assume that it will continue at that level for the next
few years.
(6) What is the probable size of the landowner's
gross estate (or, in many cases, the joint gross estate of
the landowner and spouse)? Since under the unified
gift-and-estate tax system the wealth transfer tax
is imposed at graduated rates, peaking at 55%,
knowing the size of the landowner's probable
gross estate will enable us to make a close approximation of the applicable federal estate tax
savings. For an estate exceeding $3,000,000 in
value, as in Sturdley's case, the applicable marginal rate of tax is 55% (i.e., each dollar of taxable
wealth transfers in excess of $3 million results in
liability for 55¢ in gift or estate tax).
We are now in the position to make some
preliminary calculations of tax benefits.
Illustration of Federal Income Tax Savings. For
purposes of comparison, before we turn to a computation of the tax benefits attributable to an outright donation ofSturdley's property, let's assume
that it is sold at its assumed fair market value
($750,000), but that such a sale will involve $75,000
in transaction costs (principally a broker's fee),
and that it will take two years to close the sale.
The results would be as follows:
Amount realized

675,000 ($750,000 less
$75,000 costs)

Adjusted basis

150,000

Long-term capital gain

525,000

Tax

175,000 (at 33-1/3%
combined Federal/State rate)

Net proceeds

500,000

At present value

444,250 (6% discount for
the two-year
visit, with semiannual compounding)
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Deductions attributable to contributions of
appreciated capital gain property are limited to
30% of the donor's adjusted gross income" in the
year of the gift, with a carryover for five additional years (or until the contribution is fully utilized, if sooner). Contributions in the carryover
years are similarly limited to 30% of adjusted gross
income. A taxpayer's adjusted gross income is an
amount that exceeds taxable income by the total
of so-called lIitemized deductions" plus personal
exemptions. Itemized deductions include state
income taxes, real property taxes, home mortgage
interest, and, of course, charitable contributions.
A taxpayer with $400,000 of taxable income could
be expected to have at least $100,000 in itemized
deductions; therefore, we shall assume that
Sturdley's adjusted gross income is $500,000, and
the 30% limit would be $150,000. The tax benefits
attributable to an outright gift of Sturdley's property would thus be computed as follows:
II

Adjusted gross income
Contribution limit (30% per year)

$500,000
150,000

Tax benefits (based on assumed 45% combined
Federal! State marginal rate and discounted 2 to
present value):
1995

$67,500

19%

63,625

1997

59,973

1998

56,530

1999

53,285

Total tax benefits

Bargain Sales. When a taxpayer sells a property to a charity at a bargain price, the gain in the
property which is allocable to the IIsale" portion
must be recognized. The amount of the charitable
deduction - the difference between the fair market value of the property and the sales price - is
unaffected (prOVided that the property is longterm capital gain property, as described above),
but gain is required to be reported to the extent
that the sale price exceeds that amount of the
taxpayer's basis assigned to the sale portion by a
special statutory allocation-of-basis rule. The allocation formula is as follows:
Basis in sale portion = Amount realized
Total basis
Fair market value

300,913

The difference between the results of an outright
sale and the tax benefits attributable to a charitable contribution of the property should be
viewed as the real cost" of making the gift here $143,337. Or, to put it slightly differently,
Sturdley has made a charitable contribution of
property worth $750,000 to the Conservancy, at
an economic detriment of just $143,337.
Estate Tax Consequences. Sturdley's outright
donation also removes from his gross estate property subject to wealth transfer tax at a rate of 55%.
(It should be noted that this consideration raises,
inferentially, a choice not explicitly suggested in
the comparison above between a sale at market
and an outright donation - the possibility that
Sturdley may simply continue to hold the property, avoiding unpleasant income tax conseII

quences by the attainment of a stepped-up basis
at death to full fair market value.) That is, if he
were to continue to hold the property for investment, and that property were to be among the
assets in his gross estate, the estate would be liable for a transfer tax equal to 55% of the property's
value at the date of death. H the taxpayer's principal tax motivation is the saving of estate taxes,
that objective quantifies to a saving of $412,500
(55% of $750,000), without taking into account the
probable future appreciation in value. Once
Sturdley's estate-tax-saving objective has been established, there is rarely a reason not to make the
charitable conveyance during the donor's lifetime,
in order to obtain the additional income tax benefits
described above.

Example (2): Suppose that Sturdley suggests
a willingness to sell his property to the Conservancy for a bargain price of $450,000 (i.e.,
60% of its fair market value). What will be
his realized gain and charitable contribution?
Since Sturdley's realizes 60% of the property's
fair market value on the bargain sale, 60% of his
$150,000 basis - $90,000 - must be allocated to
the sale portion of the transaction. That produces
a long-term capital gain of $360,000 ($450,000 bargain-sale price minus allocated basis). Note that
the income from this bargain sale will substantially increase his adjusted gross income, thus increasing the amount of the charitable contribu-
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tion that may be used this year. His charitable
contribution is of course $300,000 - simply the
difference between the appraised fair market value
of the property and the bargain sale price. The
net financial results of the transaction are:

sale may be to a landowner in Sturdley's approximate situation, it will always necessitate substantial fiscal inefficiency on the part of the charitable
bargain purchaser.

William T. Hutton
Sale

$450,000
90,000
360,000
120,000
330,000

Amount realized
Allocated basis
Long-term gain
Tax (at 33-1/3%)
Net sale proceeds
Contribution
Adjusted gross income (1995)
30% limit
1995 tax benefit (at 45%)
Carryover to 1996
1996 tax benefit (discounted)
Total contribution benefits

$860,000
258,000
116,100
42,000
17,815
133,915

Total return from sale and contribution tax benefits$463,915

It will not escape notice that the total return
represented here, on a 60% bargain sale, actually
exceeds the financial return on an outright sale at
market value. That result is primarily attributable to the fact that a bargain sale ordinarily effects a substantial saving of transaction costs; here,
we have assumed that there is no broker's fee or
other significant reduction of the proceeds to the
seller on account of expenses of sale. Thus viewed,
the bargain sale may seem alrriost too good to be
true - the landowner is able to convey a very
significant bargain (here $300,000 of property value
to the Conservancy) and still come out ahead."
But let us look again at the comparison from
the vantage of the Conservancy. From that perspective, the deal is by no means as sweet, and
may, in fact, be regarded as highly inefficient.
Compare, if you will, the bargain sale return to
the landowner ($463,915) with the return, attributable solely to tax benefits, upon an outright gift
of the subject property ($300,913). It has obviously cost the Conservancy $450,000 (presumably
attributable to foundation grants, public
fund raising, or government support), in order to
prOvide an additional benefit to the landowner of
a mer2 $163,002. However attractive the bargain
II

ENDNOTES

1. Although the land trust staffer may not instantly
relate to these income / asset amounts, be assured
that in the "target population" (owners of properties
deserving to be conserved) they are not aberrational.
2. Future tax benefits are discounted because a dollar (whether attributable to tax benefits or otherwise) today is worth more than the expectancy of a
dollar tomorrow. The assumed rate of discount here
is 6%, with semi-annual compounding.
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